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XIY. 

Remarks on Specie Reserves and Bank Deposits. 
Br FRANCIS BOWEN, 

ALFORD PROFESSOR OF MORAL PHILOSOPHY AND POLITICAL ECONOMY IN HARVARD COLLEGE. 



[ Communicated to the Academy, November 31, 1861.] 



The question is, whether any regulation of the amount of the specie reserves in 
banks will avert, postpone, or alleviate a commercial crisis, and the suspension of specie 
payments by the banks, which is a frequent consequence of such a crisis. 

The old theory upon this subject is, that a crisis is the result of an undue expansion 
of the bank circulation, leading first to a general enhancement of prices, and then to 
an export of specie ; that this export diminishes the specie reserves, and thereby 
obliges the banks, for their own security, to contract the circulation, making it as 
much too small as it formerly was too large, and thus necessitating what is called " a 
scarcity of money," — that is, a fall of prices, a rise of interest, increasing difficulty in 
the payment of debts, and general distress and bankruptcy. The conclusion is, that 
legislation is necessary to compel the banks always to retain on hand a certain consid- 
erable amount of specie reserve, proportioned to their circulation alone, or to their 
circulation and deposits united; and that this restriction will prevent them from 
issuing too large an amount of bank-bills in prosperous times, and will better enable 
them to meet a drain of specie when it comes, without unduly or suddenly contracting 
the circulation. 

But this theory, after prevailing in the commercial and legislative world for about 
half a century, and doing a vast amount of mischief, has at length been so far refuted, 
both by reasoning and experience, that it is now seldom mentioned except in docu- 
ments which have rather a political than a commercial or scientific character. To 
mention only a few of the decisive considerations against it : — 

1. The banks cannot expand their circulation, even if they would. Every bank 
cashier knows, that, if he issues an unusually large amount in bills one day, there will 
be a proportionally large reflux of them, both that day and the succeeding one, mostly 
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through the Clearing House, but in part by presentation or payment at his own 
counter. He is just as sure of this as he is that, if he goes out in the rain without an 
umbrella, he will be wet. And as the undue issue can be made only by discounting 
notes which have some weeks or months to run, while the reflux, taking place within 
twenty-four hours, can be met only out of the ordinary funds, including the specie 
reserve, thus at once crippling his means and endangering his credit, he will take good 
care not to make any such issue, and will even resist the pressing solicitations of his 
best customers, in order to avoid it.* The exceptions to this rule, growing out of the 
irregular and even fraudulent practice of discounting liberally to individuals who, 
doing business at a distance, will send off the bills on a long journey, whence they 

* Extracts from the evidence given to a Committee of the House of Commons, in March, 1858, by James 
Bristow, director of the Northern Banking Company of Belfast, and representing before the Committee all 
the Belfast banks. 

" I have been practically acquainted with the business of issuing [bank] notes upwards of forty years." 

" Is it your opinion, from your experience, that your bank, or any other bank, have it in their power to 
increase the issue of notes at their pleasure ? — Certainly not. 

" Any increase of notes beyond that which was absolutely required for the uses of the community would be 
returned as rapidly as they were issued ? — They would. 

" As long as you have deposits payable on demand, and you are issuers of notes, can you, by any action of 
your own, restrict or reduce the quantity of notes in circulation ? — You can restrict it by not discounting bills; 
but you must be prepared to issue something in payment of your deposits. 

"If you were to attempt to restrict by not discounting bills, it would produce an action upon your deposits? 
— Decidedly. 

" And if you were not prepared to meet that action by your notes, you must do so by coin or by some other 
means ? — Yes. 

" You cannot, therefore, influence in any way the actual amount of currency, whether of notes or of coin, 
or the two together, in the hands of the public ? — Not in any way, I believe. I never could discover a way 
in which I could do it. 

" And that is the conclusion to which you have come from a long experience, and having thought upon and 
observed the matter ? — It is." 

" As a banker, would you ever feel justified in making an advance if the person to whom you were going to 
make it were willing to take your notes, which advance you would not be justified in making if he were to 
demand coin? — Never. 

" You would feel that it would be unsafe banking, and contrary to all rule, if you were to make an advance 
in notes which you could not make in sovereigns ? — Decidedly. 

" On the ground that you would know, that if the notes were not required, they would come back upon you 
for payment immediately ? — I look upon all advances as made from capital ; they do not increase our 
circulation. 

" And practically speaking, whether your advances are large or small, that fact, for the time being, has little 
or no effect upon the amount of your circulation ? — It has not." 
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cannot return for several days ; or to those who, employing many hands, will pay out 
to them small sums in small bills, which, thus passing into the general circulation, 
cannot be collected and brought back at least for several days, — these exceptional 
cases, I say, besides being too few and small to be of much account any way, also 
operate only to expand the circulation of a few banks through contracting to an equal 
extent the circulation of others, thus leaving the aggregate circulation of all the banks, 
taken collectively, just what it was. 

2. The circulation is not expanded in times of prosperity and ease in the money 
market, being then even lower than usual. 

3. As a consequence of 2, the circulation is not contracted during a period of 
pressure, but is then almost invariably about ten per cent larger than when no 
pressure exists.* 

4. Money crises may be, and have been, as frequent and severe in countries (Cali- 
fornia and Australia, for instance) where no banks of circulation existed, and where, 
consequently, no expansion or contraction of bank currency was possible, as here in 
Massachusetts, where we have a surfeit of banks. 

5. The characteristic feature of a crisis in the money-market is not a scarcity of 
money in circulation, whether paper or metallic, but a deficiency of credit. There is 
money enough, — there is as much money as ever, and even more, as we have just 
shown ; but the owners of it, through a want of confidence, will not lend it ; some 
of them will not lend at all, others only at usurious rates. The relative abundance or 
scarcity of money, as such, does not even affect the rate of interest ; for, paradoxical 
as the assertion may seem, money neither yields profit nor pays interest. In whose 
possession soever it may be, private person or corporation, it forms a part of his 
dead capital, and therefore he always aims to get along with as little of it as possible. 
What really yields interest is the merchandise or property purchased with the money, 
and retained in possession of the borrower during the period of the loan, while the 
money obtained through that loan is paid away, usually on the very day on which it 
is received. 

6. The undue expansion of credit is not produced by a previous undue expansion 
of the currency. Rather the reverse is true. A previous expansion of credit produces 
ultimately, or after some time, an expansion, relatively a small expansion, of the cur- 

* That this is the general result is proved by statistics, as any one may see by examining the bank returns. 
But as will be shown hereafter, there is one cause which tends to lessen the circulation during a crisis. The 
operation of this cause, however, is limited and trifling in amount, and is therefore overborne and concealed 
by the more general tendency to an expansion under such circumstances. 
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rency. When credit is good, — that is, when the money-market is said to be easy, — 
every merchant who wishes to extend his business can make purchases, almost to an 
unlimited extent, without borrowing or paying any money whatever. And the effect 
of the purchases thus made, added to the force of his example, is to raise prices. 
Two merchants, A and B, for instance, can buy merchandise to any extent on six or 
eight months' credit ; and the effect of their heavy purchases will be, within a week, 
perhaps within a day, to induce C and D also to buy largely on equally prolonged 
credit, and thus to raise prices still higher. This enhanced price may tempt A and B 
to sell long before their own term of credit has expired, and on credit equally pro- 
longed, to other parties ; and then, considering the profits on this transaction as 
already accrued, to make other purchases on time, and to a larger amount, of other 
kinds of merchandise. The process may be carried on indefinitely by E, F, G, and 
so on, through all the letters of the alphabet. In this way, before six months have 
expired from the date of the original purchase, that is, before the first note has become 
due, and thereby first created an occasion for the use of any money whatever, a huge 
pile of indebtedness may have been created, and prices raised to that giddy elevation 
whence all experience shows that a speedy and precipitous fall is inevitable. 

7. The notes are finally paid, if paid at all, to a great extent, without the use of any 
money whatever, but merely by the transfer of deposits on the bank-books from the 
credit of one person to that of another.* 

* Robert Slater, of the firm of Morrison, Dill»n, & Co., London, " one of the largest houses, as warehouse- 
men, in the country," testified before a Committee of the House of Commons : — " Our cash operations extend 
over several millions [of pounds] a year." He made an analysis of the operations of this firm in 1856, in 
order to lay before the Committee "very strong evidence of the small proportion which the Bank of England 
notes bear to the general amount of the circulation of the kingdom. We received, in the course of the year 
1856, certain moneys reduced to the total of £ 1,000,000 in the following proportions: in bankers' drafts and 
mercantile bills of exchange, payable after date, £533,596; in checks on bankers payable on demand, 
£ 357,715 ; in country bankers' notes, £ 9,627 ; these three sums amount together to £ 900,938. We received 
in Bank of England notes, for the same period, £ 68,554 ; in gold, £ 28,089 ; in silver and copper, £ 1,486 ; 
in post-office orders, £ 933 ; these four sums amount together to £ 99,062, being with the previous £ 900,938, 
formed of bankers' drafts, of checks, of country bank-notes, and those other matters, the £ 1,000,000 of receipts 
received by our house. We paid by bills of exchange payable after date, £ 302,674 ; by checks upon a 
London banker, £663,672; together, £ 966,346 ; we paid by Bank of England notes, £22,743; by gold, 
£ 9,427 ; by silver and copper, £ 1,484; being £33,654, against £ 966,346 by bills of exchange and checks, 
making together the sum of £ 1,000,000 of payments." 

" Under a normal state of things, when there is nothing to shake confidence, I think you state that the bank- 
note is scarcely perceptibly required, but that balances are paid through those various economizing modes 
which have suggested themselves of late years in the shape of checks and bills of exchange ? — Precisely so ; 
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If there is any force in these considerations, any attempt to avert or palliate the 
evils of a commercial crisis through abridging and strengthening the paper currency, 
by laws requiring the banks to increase their permanent specie reserves, is not only 
futile, but ridiculous. There is no relation between the proposed means and the end. 
We might as well build more school-houses in the hope of lessening the frequency and 
violence of snow-storms. 

But I go farther. Such laws are not merely useless and absurd ; they are positively 
injurious. It is a mere truism to say, that a specie reserve can be of no service, except 
it may, on an emergency, be used, or actually applied, to redeem the bills or other 
obligations of the bank. A reserve of two millions, which can be paid out, if neces- 
sary, either to redeem bills or to lessen a pressure in the money-market, is surely 
better than a reserve of ten millions confined by law forever within the bank-vaults. 
When the confidence of the community in the currency is shaken, there may be more 
virtue in hard dollars than in paper dollars to allay the panic ; but it is not a virtue 
which will sweat through the stone walls and iron doors of a bank-vault or a Sub- 
Treasury. The superstition which hopes to avert a crisis through the mere presence 
of specie in the country, though any use of it is prohibited by law, is nearly akin 
to the more vulgar superstition which treats a Bible as an amulet, and hangs it 
around the neck, or puts it under the pillow, as a means of driving off the Devil. 
Yet the English law of 1844, separating the department of issue from that of bank- 
ing in the Bank of England, authorizes fourteen millions of circulation based on the 
fourteen millions of government debt owned by the Bank ; and forbids the issue of 
bank-notes beyond this amount, except on the basis, and to the extent, of the specie 
reserve in actual possession. The average circulation of the Bank being about twenty 
millions, its ordinary basis is fourteen millions due from the government and six mil- 
lions of specie in the vaults. Time soon showed how much utility there was in this 
vast reserve, which by law could not be touched. In 1847, only three years after the 
passage of the law, there occurred a severe commercial crisis. A failure of the crops 
made it necessary to export gold to buy corn ; more bank-notes were required, as is 
usual under such circumstances, the circulation ran up to twenty-one millions, and 
the law then augmented the evil by rendering it necessary to add one million to the 
useless specie reserve. Still the drain of gold "continued, and it could be met only 

that is the time when the Bank reserve is always at its highest, because there is the smallest demand for bank- 
notes. 

" Then the system, as it is generally carried on, is based upon confidence, I presume ? — Entirely so. 

" Theoretically upon gold, but practically upon confidence ? — Chiefly upon confidence." 
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by diminishing the reserve of notes usually held in the banking department. This 
was done till the funds of the banking department were wellnigh exhausted, and the 
Bank' was in the ludicrous condition of being on the verge of stopping payment with 
nearly seven millions of pounds sterling in specie in its vaults, which the law forbade 
it to touch. The ministry then stepped forward, and authorized the Bank Directors to 
break the law, by issuing more notes without giving security by imprisoning more 
specie ; promising that a bill of indemnity for this irregular proceeding should be 
passed at the next session of Parliament. This was done, confidence was immediately 
restored, and the pressure ceased, even before the Bank had had time to exercise its ex- 
traordinary powers. Ten years afterwards, during the crisis of 1857, the same cycle of 
events was repeated. Again the Bank was on the point of bankruptcy, though it had 
six or seven millions of pounds in specie, which it was forbidden to use ; again the 
ministry interfered with a letter of license authorizing a breach of the law, more notes 
were issued without any augmentation of the specie, and the panic then quickly 
subsided. The law still remains upon the statute-book, but it can hardly be said to 
continue in force, as it is always broken whenever an occasion for its exercise arises. 
Our law here in Massachusetts is not so suicidal in its operation as the English 
law; and yet it is worse than useless. For in ordinary times, when the money-market 
is said to be easy, the law is practically inoperative, as it only enjoins upon the banks 
to do that which their own convenience and a due regard to their own credit would 
inevitably lead them to do, even if the law did not exist. On the other hand, in a time 
of pressure and distress, when the banks ought to be able to use every dollar of their 
resources in order to avert impending bankruptcy, the law steps in and locks up fifteen 
per cent of their immediately available funds, saying that no portion of this reserve, 
usually amounting in Boston alone to about four millions, shall be used except under 
the penalty of ceasing to make any discounts, — a penalty which might, and probably 
would, withdraw ten or twelve millions from the circulation, thereby intensely aggra- 
vating the pressure at the most critical moment, before the four millions of specie would 
be exhausted. The English law makes the specie reserve available only for the redemp- 
tion of the circulation, leaving the deposits wholly unprovided for, and thereby subject- 
ing the bank to bankruptcy through a comparatively moderate reduction of the deposits. 
The Massachusetts law makes the reserve equally available for redeeming the circulation 
and deposits, and is so far wiser than the English enactment ; but when the reserve has 
fallen to less than fifteen per cent of this joint liability, the prohibition of discounts, if 
enforced, would make an immediate suspension of specie payments, or of any payments, 
inevitable. During the severe pressure which occurred in the autumn of 1860, the 
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banks had sense and resolution enough to break this law, and they were never even 
blamed for the transgression. In short, to fix an arbitrary limit to a specie reserve, 
below which it shall not be reduced under any circumstances, is about as reasonable as 
it would be to attempt to provide against a famine by enacting that the bakers should 
always keep on hand a reserve of flour, enough at least for a fortnight's consumption ; 
which is probably no more than what they do of their own accord, when no scarcity is 
apprehended. But if a famine should actually happen, I apprehend the fortnight's 
supply would find its way to the oven in spite of the law ; and with good reason, for 
before it was exhausted, the ships or the cars would bring another supply. If the 
legislature must meddle at all, the law ought to establish a specie reserve on the prin- 
ciple of a sliding scale, requiring the reserve to be, say twenty per cent of the aggregate 
immediate liabilities, whenever the banks are willing to discount at as low a rate as six 
per cent, and allowing two per cent to be abated from this reserve for every addition of 
one per cent to the rate of interest. Under such a law, the reserve would be exhausted 
only when the rate of interest had risen to sixteen per cent ; and when that is the case, 
the banks ought to break, and all payments ought to be stopped, till the panic has 
ceased. 

The course of the discussion has led us incidentally to see how a vast amount of in- 
debtedness is created, and how prices are consequently raised, without any antecedent 
enlargement of the currency, but simply by selling merchandise and real estate on credit. 
And this brings us naturally to another and more difficult problem, — to consider what 
is the real medium of payment when these debts are duly discharged at maturity. The 
question, it should be observed, does not concern the ordinary petty transactions of 
every-day life, in which small purchases and small debts are certainly cancelled by the 
actual payment of money, the coin or bank-bills, however, being immediately used to 
effect a transfer of merchandise or property. We here refer only to the payments of 
considerable amount, which balance large mercantile transactions, and which take place 
seemingly by the transfer of bits of paper, called checks, and by a few corresponding 
entries on the books of a bank. Money, properly so called, either in the form of specie 
or bank-bills, evidently has no share in cancelling this class of obligations. And it is 
not easy to see how a transfer even of property is effected. Familiar as the actual pro- 
cess is to every one who has had occasion to pay a note at a bank, I know not of any 
treatise or discussion on the subject of the currency in which the rationale of that pro- 
cess has received adequate explanation. But the nature of such transfers must be 
thoroughly understood, before it can be seen how far the regulation of the banks, either 
in the management of their specie reserves or in any other particular, can affect the 
course of mercantile affairs, either to hasten, postpone, or avert a commercial crisis. 
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The prominent feature of the case is a transfer, on the books of a bank, effected by 
a check, of a certain amount of deposits from the credit of one person to that of 
another. By procuring a discount, or having notes at maturity paid in to his order, a 
merchant, A, has $ 20,000 standing to his credit as on deposit. His notes to B and C 
for $ 10,000 each becoming due, he orders a transfer, through his checks, of this sum 
to their credit, thereby cancelling his own obligations. The deposit now stands 
credited to B and C ; and in their turn, having notes to pay, they order its transfer to 
D and E. In this manner, successive transfers of this one sum, of $ 20,000 on deposit, 
may, in the course of a week, cancel indebtedness to the amount of a quarter of a 
million ; for at different hours of the same banking day, A may transfer it to B, B to 
C, and C to D ; though in ordinary times, certainly, the transfer is not quite so rapid. 
All this practically takes place without the exchange of a dollar in money, whether of 
specie or paper ; and as the average total deposit in our Boston banks alone is from 
eighteen to twenty millions, the mere shifting of the credit for this sum on the bank 
books may wipe out two or three hundred millions of indebtedness every week. The rel- 
ative amount of the bank circulation or of the specie reserve has nothing to do with this 
result, any more than it has with the position of the planets ; for the whole process might 
go on undisturbed, if there were not a specie dollar or a paper dollar in existence. The 
little complication that is caused by different merchants keeping their deposit accounts 
at different banks in the same city, is easily resolved. A, from the Merchants' Bank, 
pays his note for $ 10,000 to B, at the Traders' Bank, by transferring that sum in bank- 
bills from the former institution to the latter, A's deposit account being debited, and 
B's credited, to that amount ; then, on the same day, perhaps, C from the Traders' pays 
his note for $ 10,000 to D at the Merchants', corresponding changes of credit being 
made. Each of the two banks now holds $ 10,000 in bills of the other. At the 
Clearing-House, on the same day, the two banks swap back these parcels of each 
others' bills which they have received, and the transaction is squared all round. If any 
one thinks that the bank-bills, in their specific character as bank-bills, have any effect 
on the nature of the transaction, he may learn his mistake by referring to the practice 
in the city of New York, where the checks are not paid in bank-bills, but are merely 
certified as " good " by the teller of the bank on which they are drawn ; thus certified, 
they are paid in as money at another bank; and then, at the Clearing-House, the 
banks swap checks instead of bank-bills. 

We are now prepared to understand the phenomena of an easy or a tight money 
market, and the circumstances of a commercial crisis. The depositors at the banks 
may be divided into the debtor class and the creditor class, the former holding more 

vol. viii. 49 
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property (merchandise or real estate) than they really own, and therefore having a 
succession of notes to pay; the latter holding much less property than they own, and 
therefore having a succession of notes to be paid to them. In easy and prosperous 
times, when credit is good, the creditor class, unwilling, of course, that their funds 
should lie idle on deposit without yielding interest, lend them freely to the debtor 
class, receiving notes " on time," as the phrase is, — that is, at two, four, or six months. 
The nature of the loan is, that a deposit, (that is, a- debt due on demand from a bank, 
and therefore just as available as specie in making purchases or paying debts,) is ex- 
changed for a note on time from an individual, with or without collateral security or 
indorsement. This, indeed, is the nature of all large loans or payments; they are 
simply transfers of indebtedness; — exchanges of bank debt, payable on demand, for 
private debt, due some time hence ; or vice versa. Whether the bank debt (the debt due 
from the bank) is in the form of a deposit or a bank-bill, is of no importance, as one is 
readily exchanged for the other. The creditor class lending freely, the whole body of 
the deposits is kept in a state of activity, being rapidly transferred from one person's 
credit to another, and thus cancelling without difficulty any amount of indebtedness 
within the week. The debtor class, thus encouraged, make larger purchases, prices 
rise, the creditor class with characteristic caution sell, being tempted by these prices, 
and thus the amount of debt due to them is increased. But the tide, having reached 
its flood, begins to ebb. Distrust begins and gains ground. The creditor class are less 
willing to exchange immediate bank debt for prospective private debt, even when tempted 
by high rates of interest. The deposits, instead of circulating freely, now move slug- 
gishly, as they accumulate to the credit of the creditor class, who are now loath to lend 
them. Ostensibly, the condition of the banks is about the same as before. There is 
a trifling increase of the " loans and discounts," corresponding to a trifling increase of 
the " circulation," the difference in either case being too slight to affect the market 
perceptibly. The deposits also remain at about the same amount, or are somewhat 
increased. But there is this great difference, which does not appear on the face of the 
accounts, but is the real index of the whole difficulty. The eighteen or twenty millions 
of deposits, instead of circulating freely, so as to wipe off two or three hundred millions 
of indebtedness every week, are now accumulating in sluggish masses to the credit of 
the creditor class ; and distress of the debtor class is the inevitable result. 

Specie reserves, and other legislative precautions against over-trading, affect at best 
the security only of the immediate bank debt, which nobody distrusts, and which needs 
no bolstering. The real evil consists in the excessive amount of what I have called 
private prospective indebtedness, which the action of the banks has done nothing to 
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foster, and is powerless to relieve ; and which is no more affected by the amount of the 
specie reserves than by the state of the weather. 

To the holders of this immediate bank debt, it makes no difference whether it exists 
in the form of bank-notes in their pockets or safes, or in the form of deposits in the 
bank payable on demand. Neither does it make any difference to the bank, whether, 
for the debt which it owes to its depositors, it issues its promises to pay on demand in 
what are called bank-bills, or simply has an entry on its books that such sums on 
deposit are due on demand to such and such persons. At any rate, it is for the 
owners of the deposit, and not for the bank, to determine how much of the debt due 
to them shall exist in the form of bank-notes, and how much in the form of a deposit. 
If they have more bank-notes than they need, they pay them into the bank to increase 
their deposit ; if they wish for more notes, they can draw out by checks, if they see 
fit, the whole of their deposit. But as no one deems proper, in these times, to keep 
any considerable sum in bank-notes in his own possession, he will not change his 
deposit into these notes unless he has occasion to pay a debt to some other person ; and 
then this person, for the sake of safety and convenience, will immediately reconvert 
them into the deposit form by paying them back, perhaps into the same bank, perhaps 
into another, so that the aggregate amount of the deposits in all the banks together 
remains at about the same point, with very little fluctuation. Strange as it may seem, 
the pressure of a severe crisis serves rather to augment, than to diminish, the aggregate 
of deposits. Many persons of moderate means, who can afford in ordinary times to 
keep a small sum in bank-bills in their own possession, are now compelled to part with 
them, in order to pay their debts or to purchase necessaries. The bank-bills thus pass 
into the hands of traders, who immediately pay them into the banks, and thereby 
increase their deposits and somewhat diminish the active circulation.* Even if these 
traders have notes of their own to pay on the same day on which they receive the bills, 
they often prefer to lodge the bills in bank in order to increase their deposit, and then 
pay their note with a check, which transfers this deposit to the credit account of their 
creditor. 

These explanations make it sufficiently evident, that deposits not only perform all 
the functions of money, but that they are money, and almost the only form of money 
which is used in paying debts of any considerable magnitude, or in making any pay- 
ments which are large enough to be effected through the banks. In such transactions, 
the agency of bank-bills is as trifling, in comparison with that of the deposits, as that 
of silver and copper money is in proportion to that of bank-bills in the petty payments 

* See note to page 372. 
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which do not pass through the banks. Indeed, in the larger transactions, bank-bills 
need not be used at all, for, as we have seen, certified checks are just as good, and far 
more convenient ; while in the smaller ones, some specie must be used for the purposes 
of change. 

We come now to the question, whether it is possible to make any such use of the de- 
posits as will alleviate the pressure of a panic, or what is usually called a commercial 
crisis. To alleviate the crisis, we say ; not to avert it, for that is impossible. Trade can- 
not exist without speculation, for all trade is speculation ; and speculation cannot fail to 
become excessive, when credit is very easily granted, as it always must be in the period 
after one panic, when the creditor class find that they have large deposits lying idle, and 
when they consequently become eager to lend them in order to obtain interest for their 
accumulations. As they were desirous, during the crisis, to change their investments 
from prospective private debts to immediate bank debt, so now, after the crisis, they are 
eager to obtain good private notes, payable on interest at a future day, instead of their 
unproductive deposits. But when abundant credit is offered on easy terms, and prices 
are unusually low as another consequence of the recent pressure, merchants will make 
large purchases in the hope of profiting by a speedy rise of prices ; and in this hope 
they are not disappointed, as these very purchases cause the expected rise. Others are 
thus incited to follow their example, and speculation again becoming excessive, a panic 
ensues, and the former pressure in the money market is renewed. 

But the fact has not been sufficiently noticed, that the creditor class of depositors are 
as much affected by this panic as the debtors, and that their injudicious proceedings, 
when thus affected, greatly enhance the very evil which they dread. As the bill-hold- 
ers, by making a run upon a bank whose credit is shaken, make the suspension inevi- 
table which might otherwise be averted, so the creditor depositors, by allowing the 
notes due to them to mature without making further loans, cause many to become 
insolvent whose assets under ordinary circumstances would pay all their liabilities and 
leave a surplus. Mercantile debts are paid, as we have seen, only by a free circulation 
of the deposits. But when the creditor class refuse to make further loans, these depos- 
its accumulate in sluggish masses to their own credit, being seldom transferred on the 
bank books to the credit of the debtor class, and every failure thus caused only 
enhances the difficulty. Because A cannot obtain a loan, he is unable to pay a debt 
to Bj who is therefore also driven into insolvency ; and his failure, by diminishing 
the receipts of C and D, obliges them also to fail. It is not unlikely that C and D 
may be largely indebted to the very same capitalist, or " creditor depositor," whose 
eagerness to change his funds from prospective private debt to immediate bank debt — 
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or, in other words, to enlarge the amount of deposits to his own credit — made him 
refuse the required loan to A, which might have saved him from failure, and thereby 
averted the failure of B, C, and D. Thus the capitalist, by refusing to make one loan 
on what he considers as doubtful security, may cause himself to lose twice as much 
through the subsequent failures which are thus necessitated. He can foresee this 
result, and act accordingly, if the chain of connection be only a short one. If, for 
instance, by lending $ 10,000 to A, he can see that it will enable A to pay B a note for 
$15,000, and thereby B will be enabled to pay$ 20,000 to himself, a regard for his 
own interest will induce him to make the loan, though on what he would otherwise 
regard as insufficient security. What are called "forced renewals" of a note are suf- 
ficiently common, and are of precisely this character. But if the chain of connection 
be a long one, extending through many persons, being unable to follow it, he is fearful 
that, by making this doubtful loan, he will only enable B, C, D, E, &c. to pay their 
notes to other capitalists, so that all the benefit will accrue to them, and the only loss 
will be his own. 

Yet nothing can be plainer than that, if he and all other creditor capitalists were 
willing to incur this hazard, — acting in truth on the principles of a mutual insurance 
company, — if they would lend, during a pressure in the money market, to the same 
amount and on the same security which would satisfy them in prosperous times, — 
then all unnecessary failures would be averted, and both the debtor and creditor classes 
would be equally benefited. Suppose, for instance, there were only three creditor cap- 
italists, X, Y, and Z, and only six debtors, whom we will designate by the first six 
letters of the alphabet. If X would lend to A and B, and thereby enable them to pay 
Y and Z ; if Y would lend to C and D, and thereby enable them to pay X and Z ; and 
if Z would lend to E and F, and thereby enable them to pay X and Y ; — the pressure 
and the panic would be greatly alleviated, for no failures could occur except of persons 
who could not oifer reasonable security for loans, — that is, whose debts really exceeded 
their assets. And these ought to fail ; a moderate pressure in the money market, by 
winnowing such insolvents out of the trading community, would be a benefit rather 
than an injury to the whole number. 

It is evident, from this analysis, that an association of all, or a greater part, of the 
creditor capitalists might do with perfect impunity what no one of them could ac- 
complish without great hazard and loss. They might so far diminish the pressure and 
panic, that not a single merchant would be driven into insolvency by it except his un- 
doubted means were really smaller than his liabilities. All their deposits in the various 
banks being thrown into a common fund to the credit of this association, loans from 
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this fund might be made, at the common risk, to any extent whatever ; for any loan out 
of the fund would immediately occasion a corresponding payment into it of the same 
amount. The fund would thus be inexhaustible; for if managed with common pru- 
dence, — that is, if no loans were made except on fair security, or with reasonable pros- 
pect of repayment, — the profit or interest on the loans would suffice to pay all ex- 
penses, and still leave a reserve, or guaranty fund, which would offset the few bad debts 
that might be contracted. 

Such an association might be called a Great Bank ; but it would be one of a peculiar 
kind. It would be a bank performing the same function for the now existing banks, 
that these banks now perform for individuals ; — that is, it would be, to use a mathe- 
matical expression, a bank raised to the second power, — Bank 3 . The Bank of England, 
to some extent, is such an institution, as it stands in precisely this relation to all the 
private banks and the joint-stock banks in the city of London, all of which have deposits 
in the Bank of England, which is thus enabled to make further loans on the strength of 
these deposits, without depriving the depositing banks of the full use of their funds.* 
Our proposed Bank, or Association of depositors, however, would be peculiar in another 
respect, in that it would require neither charter nor capital, would issue no bills, and 
would perform no function but that of making loans and circulating deposits. It would 
not withdraw any funds or deposits from the present banks, but would circulate and 
equalize these deposits, keeping the share of each bank as strictly proportioned as it 
now is to its amount of business. Its functions would be very similar to those of the 
Clearing-House, and might perhaps be profitably added to the present operations of the 
Clearing-House, being conducted under the oversight of the same committee, or of one 
chosen by the associated depositors. 

* See the evidence of Alderman Salomons, a Director of the London and Westminster Bank, which, at the 
close of 1857, held over £ 13,000,000 (about $ 63,000,000) of deposits. 

Among these deposits, he said, were the deposits of country (provincial) banks ; and the London and West- 
minster Bank made deposits with the Bank of England. He stated that the effect of the pressure (crisis) in 
November, 1857, was to induce them to increase the reserve in their own hands, and also to increase their 
deposits in the Bank of England. They did this by allowing the bills which they had discounted for the 
bill-brokers to mature. "About £5,000,000 of bills matured between November 11 and December 31." 
" Our deposits with the Bank of England were increased." 

" You say that your discounts, either at your own counter or through the bill-brokers, are ordinarily very 
large, but that, at the time of severest pressure, you contracted them so far as you thought was just to your 
own immediate customers ? — Tes ; but the capital was still there, because it was at the Bank of England, and 
it was capable of being used for short periods ; if we did not want it, others might have used it. 

" In fact, it was used by the Bank of England ? — Undoubtedly ; I should suppose so ; there is no question 
about it." 
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It appears from this explanation, that there is no good reason why persons of un- 
doubted solvency should find it any more difficult to pay their notes at one time than 
at another. The fund which affords the means of paying them — i. e. the total amount 
of the deposits — remains without material fluctuation throughout all conditions of the 
money market ; or rather, as we have seen, it is a little increased in a time of pressure. 
And the aggregate of this fund is not diminished by making payments out of it to any 
amount whatever ; for though all commercial debts are paid out of it, they are by the 
same act paid into it, the operation of payment only shifting the names of the persons 
to whose credit a given portion of the fund is entered. But so long as the fund is 
owned and held (say) by a thousand different depositors, any one owner fears to lend 
during a crisis, lest the loan should diminish his share of the deposits, though it would 
thereby certainly increase the share of some other owner. But throw all the deposits 
into one fund, intrusted to the management of one person or one institution, and, while 
each depositor may still retain the entire use and direction of his own deposits, the man- 
ager of the whole may make loans to any extent without subtracting a dollar from the 
aggregate. To obtain a loan and therewith to pay a debt, is not to take away any- 
thing from the total amount of the deposits, but only to shift the distribution of them 
on the books where they are entered to the credit of different persons. 

It is not proposed to withdraw any of the deposits from the individual banks in 
which they are now lodged. All that would be necessary is, that each depositor, still 
dealing with his accustomed bank, and lodging his funds there, should enter them, not 
to his own credit, but to the credit of the Central Association, or Great Bank, which 
would have the general management of the aggregate deposits. The individual de- 
positor would then draw his check, whenever he had occasion, not upon his own bank, 
but upon this Great Bank, which would honor the check simply by transferring the 
amount to the credit of the person in whose favor it was drawn, or by certifying it as 
" good," in which case it would be honored by any bank to which it might be presented. 
Checks might be drawn, it is true, in order to obtain specie to send to foreign countries 
or to other cities. But the occasions for making such remittances in specie would not 
be more frequent, or to any greater amount, than under the present system ; and the 
books of the Great Bank, on which each individual depositor would appear as its cred- 
itor, and each individual bank in which the deposits are actually lodged as its debtor, 
would render it easy for any bank to be credited for the amount of -any check which it 
should be required to pay in specie. But vastly the larger portion and amount of the 
checks needing to be honored only by transferring on the books of the Great Bank a 
given sum from the credit of one depositor to that of another, much handling of money 
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and counting of bank-bills would be obviated. Bank labor would thus probably be as 
much economized by the proposed institution, as it has been by the establishment of a 
Clearing-House. 

It is, perhaps, difficult to understand how the individual banks in which the deposits 
are actually lodged should have the full use and benefit of the funds so intrusted to 
them, and at the same time, the Great Bank should be able to use these deposits over 
again, this latter use not at all interfering with the former one. But this is only the 
same phenomenon which presents itself in the relation between o»e of the individual 
banks and the private depositors in it. A trader certainly does not lose the use of his 
surplus funds when he deposits them in a bank, but can still pay his debts with them, 
or draw them out by a check whenever wanted. Yet the bank also has the full benefit 
of them, as it employs every dollar of the average amount of its deposits in discounting 
notes for its own profit, experience showing that the aggregate amount of these depos- 
ited funds continues with little fluctuation, the daily withdrawals being constantly made 
up by fresh deposits. The private trader cannot safely put his surplus funds out of his 
own control for a single day, and therefore lodges them in a bank where they are pay- 
able on demand. The bank, then, could not safely use them if it had but one depositor ; 
but having many, the stream which is constantly pouring into it from many sources 
compensates the occasional outgoes, and leaves the amount within the bank standing 
always at about the same level. In like manner, the Great Bank, resting on the aggre- 
gate deposits made in many individual banks, can safely make such use of the enormous 
fund thus placed at its disposal as no single bank could make of any fraction of it. For 
the deposit which is paid out of any individual bank may be paid into any other bank, 
and thereby so cripple the former as to compel it to stint its accommodations even to 
its regular customers. But, as already stated, the deposit which is paid out of the ag- 
gregate in the Great Bank must be immediately paid back into the same aggregate, thus 
leaving the institution just as strong as before. The only exception will be the com- 
paratively rare one already noticed, a deposit being drawn down to enable the depositor 
to remit specie abroad or to other cities. The amount of such remittances must always 
be trifling in comparison with the whole amount of the deposits. Almost the sole func- 
tion, at present, of the specie reserve, is to provide for such remittances ; and experience 
has shown, that an aggregate specie reserve of five millions is amply sufficient for this 
end for all the Boston banks, while the aggregate deposits amount to eighteen millions. 
Indeed, when it is remembered that immediate bank debt is the currency which 
affords the means of paying off private debts, it becomes evident that the arrangement 
here proposed will just double the amount of this currency. At present, for instance, 
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there, are but eighteen millions of it in Boston, which the banks are bound to pay on 
demand to their individual depositors. After the establishment of the Great Bank, this 
amount will be raised to thirty-six millions ; namely, eighteen millions due from the 
present banks to the Great Bank, and eighteen millions due from the Great Bank to 
the private depositors. Debts can be paid with equal facility from either moiety of this 
fund. 

What, then, would be the inducement for private depositors to take the trouble — 
for risk there will be none — of causing their deposits at their accustomed banks to be 
entered, not to their own credit, but to the credit of this Great Bank, and of then draw- 
ing their checks upon this bank, and not upon the one in which their funds actually 
lodged % As long as money is plentiful, and can be had on easy terms, they will not, 
it is true, be profited by the arrangement. But as soon as interest rises to seven or 
eight per cent, under the pressure of a coming crisis, the enormous latent power of the 
Great Bank can be brought immediately into play, to answer all demands for loans, and 
thus to prevent the rate of interest from rising any higher. Any merchant or institu- 
tion in good credit, or that is able to offer undoubted security, can obtain loans from it 
to an indefinite amount, at a rate not less than seven, and not exceeding eight per cent. 
I say " not less than seven" ; for as long as capital is abundant, and loans can be easily 
obtained at the ordinary rates, it would be the height of imprudence, it would stimulate 
excessive speculation, and it would injure the present banks by bringing into rivalry 
with them the unlimited power of this giant institution, to allow the Great Bank to 
discount notes in ordinary times and at ordinary rates. Unhappily, a pressure in the 
money market is so frequent in recurrence, and does so much harm while it continues, 
that a sure palliative for the evil would be cheaply purchased at almost any price. 
The interest accruing on the loans made only in times of financial difficulty would be 
sufficient, as before remarked, to defray current expenses, to constitute a guaranty fund 
against bad debts, and perhaps to pay a small dividend to the depositors. The action 
of the institution, then, would be like that of a great fly-wheel in the financial commu- 
nity, to equalize the pressure and produce regularity of motion under all circumstances. 

The Bank of England already performs to a considerable extent the functions here 
proposed. It operates as a great regulator, using the vast power which it possesses 
chiefly in times of financial distress, and being comparatively inert when the rates of 
interest are low. The public deposits, and those which are lodged in it by other bank- 
ing institutions, are the sources of this vast power ; for its capital, though large, is all 
lent to the government, and consequently exists only in the form of irredeemable public 
debt, which, in a time of difficulty, can be made available only by the sale of stock at 
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a heavy sacrifice. Still, its regulating power is very great, and its prompt action has 
often rescued, though at great peril to itself, half of the banks in the country, and a 
large portion of the trading community, from total bankruptcy. Indirectly its action 
limits the amount of the currency, and its declarations establish from time to time the 
rates of interest ; though in this respect, of course, it follows rather than leads the 
action of the market. Yet its action is much feebler than it might be ; for its depos- 
its, however large, are vastly below the aggregate deposit fund of the country, and it 
is much hampered by its close connection with the government, and by the unwise 
regulation already adverted to, which establishes an arbitrary limit to its specie reserve. 
In so far, also, as it performs the functions of an ordinary bank, by issuing its own 
notes payable on demand, and holding a fixed amount of specie reserve for the redemp- 
tion of them, it is not a regulator, but is itself an institution needing to be regulated. 

But with all these drawbacks upon its efficiency, the relief which it affords to the 
trading community in times of commercial distress is very great. The crisis which 
occurred in the autumn of 1857 was severe and widely extended, being felt with 
almost equal stringency in England, Northern Germany, and the United States; and 
we possess the history of it in a complete and trustworthy form, through the evidence 
which was taken before a committee of the House of Commons early in 1858. It 
appears from the testimony of the Governor of the Bank of England, and others, that 
the Bank deems itself bound, on such emergencies, " as a public institution, to make 
common cause with commerce," so as " not to refuse accommodation to any person 
who brought good securities," and " that the notion appears to be so thoroughly 
ingrained in the minds of the commercial world, that, whenever you have good secu- 
rity, it ought to be convertible at the Bank in some shape or way, that I have very 
great doubt indeed whether the Bank can ever take a position to refuse to assist persons 
who have good commercial securities to offer." The only hard condition upon which 
this help is afforded is a rapid and considerable rise in the rate of interest charged, 
dependent upon the extent and urgency of the demand. The ordinary rate of discount, 
which varies in quiet times from two to three per cent, rises quickly during a period of 
pressure to eight, and even ten, per cent. Subject to this condition, the Bank appears in 
times of great pressure to discount all the unexceptionable short paper — i. e. paper 
having but a short time to run — which is offered to it, and also to make large 
advances to other banks upon the security of such paper which they had previously 
discounted. 

Of course, the amount of its loans and advances during such a crisis increases very 
rapidly. Late in July, 1857, before any pressure began to be felt, the aggregate was 
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less than 7|- millions ; October 24, it was 10 millions ; and on the 25 th of November, 
it exceeded 21 millions, being an increase within one month of 11 millions sterling, 
or over 53 millions of dollars. A portion of the fund which enabled the Bank to 
make this enormous increase of the loans was supplied by the enlarged amount of 
bankers' deposits, which were only 2J millions in July, but rose to 5^- millions 
late in November. The total amount of the deposits rose within the same period 
from 14 to 20J millions. The Governor stated to the Committee, as " the ordinary 
course, when commercial alarm is engendered, that the bankers' deposits, and even 
the traders' deposits, increase " ; that is, " the bankers, in order to meet a possible 
demand upon them, strengthen their deposits at the Bank of England, the Bank of 
England being the bankers' pank." 

But if the Bank of England during a crisis, with no other help than an addition 
of six or seven millions to its deposits, is able to afford thus much relief to the trading 
community, how vastly more efficient might its action be, if aided by a greater con- 
centration of the deposits on the plan here proposed. While the pressure was at 
its height in the autumn of 1857, it appears that the aggregate deposits in the three 
principal Joint-Stock Banks, — viz. the London and Westminster, the London Joint- 
Stock, and the Union, — exceeded thirty-three millions sterling. This enormous sum 
might have been added to the resources of the Bank of England without withdrawing 
a shilling of it from the institutions in which it was actually lodged ; and then, with a 
deposit fund exceeding fifty-three millions at its command, the loans and advances might 
have been indefinitely increased without hazard, and even without raising the rate of 
interest to more than six or seven per cent. So large a deposit fund, though not equal, 
of course, to the aggregate of all the deposits made at the various banking institutions 
in London, amounted probably to so large a fraction of them all, that it would have' 
been safe to expect that at least three fourths of the loans and advances made out of it 
would only occasion equivalent payments into it, or, in other words, that the loan 
would amount only to a transfer on the books from the credit of one person to that 
of another. 

Under such a system, alarm in the mercantile community might be made to coun- 
teract the pressure in the money market, instead of being, as at present, the sole cause 
of that pressure. Now, when commercial distress is impending, every prudent mer- 
chant and bank director must fortify his position by increasing his deposits; and as 
these deposits are scattered among many institutions, every such action " ties up " a 
portion of the immediate bank debt, which is the only fund of any importance from 
which commercial payments can be made. The very act which lessens the peril for 
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the individual, augments the pressure and the danger for the public. But if, by any 
means, the increased deposits can be thrown into one large fund, every enlargement 
of this fund increases the facility of making loans, and thus, without any diminution 
of the individual's security, the whole trading community is protected from harm. 
For each merchant to increase his own deposits with a view only to his own security, 
is an act precisely analogous to hoarding specie when bank-notes are thought to 
be imperilled. Hoarding is the only source of the danger, and each particular act 
of it augments the risk. Bring the hoards together into one banking fund, on 
the principle of a mutual insurance company, and a double precaution is taken ; 
the same act removes the source of the difficulty and augments the means of 
protection. 



